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Occupational Pensioners’ Alliance

Written Submission in response to:
Financial Assistance Scheme (Miscellaneous Amendments) Regulations 2007
The Occupational Pensioners’ Alliance (http://www.opalliance.org.uk/) has its origins in the Maxwell affair. It is comprised of forty member associations nationally. Each member association focuses the views of the members of schemes for their company. An elected Council focuses the views from the associations. In aggregate, more than 2 million scheme members are represented in this way.

October 2007
The OPA welcomes this opportunity to respond on this consultation though we note with some regret that our organisation was not included in the list of those specifically invited to do so, even though we have been invited to respond on several previous consultations about occupational pensions. 

It might be expected that these minor amendments to the FAS extending the funding commitments would be welcomed by those with a vested interest in occupational pensions but the OPA have concluded that they are too little, too late and represent nothing more than reluctant concessions for political expediency rather than an attempt to provide a lasting, just and equitable solution to the problem. Both the Parliamentary Ombudsman and the Public Administration Select Committee have examined the problem in depth and concluded that the victims should be adequately compensated but unfortunately the DWP has persistently denied any responsibility for the problem and continues to ignore their recommendations. The proposed amendments thus represent yet another wasted opportunity.

Furthermore these draft regulations concerning the cap on compensation appear to be contrary to the statement made by the previous Minister for Pensions Reform, James Purnell, in the House of Commons in May. In answer to a question from Philip Hammond as to whether the cap would be uprated in line with inflation, Purnell said: "We intend to ensure that the [£26.000] cap retains its value, even where assessments are made for members who will not be eligible for payment until many years into the future. We are looking at the best way to achieve this objective and details will be published in draft regulations for consultation." (Hansard: 21 May 2007 : Column 1159W ) However, in Section II, para 63 the draft regulations state: "The cap has not been indexed. The government is considering whether and how the cap might be increased over time to ensure that it keeps its value. Much might depend on the final findings of the Young review and the potential changes that review might bring to the future form of the FAS scheme."  Thus if the Young review should find that there are insufficient funds to cover any form of inflation proofing and the government then decides any increases in the value of the cap are unaffordable it would surely be guilty of misleading the House on this issue.

Whilst the OPA also welcomes the proposal to undertake the Young review to see whether better use can be made of the assets remaining in failed pension schemes and whether those funds could be used to pay for even higher levels of benefit we note that the DWP was advised to abandon its policy of purchasing annuities as long ago as 2004. That advice, included here in the appendix, is still sound and it will be very surprising if the Young review comes to a different conclusion. It is therefore regrettable that the inaction of the last three years has been allowed to increase the misery of the victims concerned.

The OPA remains convinced that the FAS functions should be incorporated in the PPF, and that the pensions delivered should be at least to the PPF level.  In marked contrast with the FAS the PPF has clearly demonstrated that it can deliver pensions with reasonable running costs. This solution is therefore simple, fair, and efficient.
With reference to what constitutes fair use of taxpayer’s money it is not necessary to allocate "blame" before concluding about protection. In a prosperous society, public interest often determines how tax payer’s money should be spent.  The NHS treats injuries however caused, farmers get foot-and-mouth compensation whatever the reason for the outbreak, and so on. (Northern Rock provides another example.)
There is a compelling reason for abandoning a present practice of small grudging improvements to the FAS, in favour of an outright decision to treat them as other scheme members would nowadays be treated.  That reason is to establish public confidence that pensions saving "works".  The long term benefit to the economy of establishing a strong pensions saving culture far outweighs the cost of this particular incidence.

A newly led government, with new pensions ministers, represents an opportunity.  Missing this opportunity, with the consequence of a continued stream of human interest stories about those who have suffered and died while waiting for appropriate compensation, will do lasting harm.  It is worth noting that it is not only potential savers who will get the message.   Companies running pension schemes will get the message that they can say what they like about the pension schemes when recruiting and retaining staff, but then do something much less when it comes to pensions delivery.  
Appendix

Note prepared for DWP following announcement of Financial Assistance Scheme terms 

by Dr Ros Altmann

June 2004

Trustees of schemes in wind up should be instructed to stop purchase of annuities immediately.  There is a strong case for asking trustees not to purchase annuities for schemes in wind-up.  The purchase of annuities will mean that there will be less assets left to fund ongoing pensions over time.  The PPF is based on the idea that it is more efficient to run the schemes on an ongoing basis, rather than purchase annuities and it seems difficult to understand why this principle should be different for current wind-ups, which will be eligible for assistance from the Government’s ‘Assistance Fund’.  Since we do not yet know which schemes will be eligible, surely all schemes should stop buying annuities, until the situation becomes clearer.

The reasons to stop buying annuities include:

Annuities entail increased costs, due to insurance company profit margins:

It is more costly to buy annuities, than to run the schemes on, because insurance companies make a profit on annuity business (otherwise they would not offer them!) and this profit margin entails a reduction in scheme assets.

Bulk annuity market is not functioning in the consumer’s (trustees’) interest - only two providers in the market for bulk annuities:

Only Legal and General and the Prudential offer bulk annuities for winding up schemes and from time to time, there may only be one, as the insurance companies do not always have the reserve backing available to offer bulk annuity business.  This is not a well-functioning market, and the trustees do not have any buying power to shop around for good quotes, because there are not enough providers to shop around with! 

Annuity purchase exacerbates the unfairness of the priority order:

The result of buying annuities is that the scheme assets will be even more unfairly divided up than is required by the windup priority order.  Those already retired will be taking a larger share of the assets, due to the costs of annuity purchase, and this leaves less assets for the non-retireds, meaning they will eventually get smaller pensions.

Costs of Government assistance are likely to be lower if annuities have not been purchased:

If Government is to offer an assistance scheme, it will be cheaper to run on an ongoing basis, just paying out pensions over time.  Once annuities have been bought, the costs of any top up assistance rise and the taxpayer will potentially need to pay more than would be the case if the annuities were not purchased.

Annuity purchase usually includes members who are not traced, wasting valuable resources:

When trustees buy annuities for a scheme in wind up, they usually purchase pensions for members they have not been able to trace, in case these members subsequently come to light and want to claim their entitlements.  This means that the schemes are buying annuities for people who may not even exist, and therefore some of assets will be wasted (and the insurance company will pocket the extra money).  This money would be better deployed on giving more to other members.  If an assistance scheme is run on an ongoing basis, pensions will only be paid to members who lodge claims and no assets will need to be set aside for people who may not exist!

Purchase of index linked and deferred annuities is particularly expensive:

The purchase of index-linked annuities is particularly poor value at the moment, because of the lack of backing assets.  Purchasing such annuities is sapping far too much from pension schemes, leaving far too little to divide among other members.  If the trust fund is run on an ongoing basis, the profit margin for the insurance companies would be available instead to the scheme members.

Questions and Answers:

Surely buying annuities now will at least offer a ‘guaranteed’ outcome for one group of members.

The cost of this ‘guarantee’ is not justified.  There could be some guarantee for some members, but the purchase of annuities will mean that this guarantee of income for pensioners is bought at the expense of those members who are not yet retired.  If the scheme buys annuities for all members, then even more of the assets will be lost to insurance company profit margins and risk margins.  Both level and index-linked annuities are poor value – especially deferred annuities – and this means that too much of the assets will be used to secure an income for the group which gets the fullest entitlement (pensioners), to the detriment of other members.  If the trustees are supposed to look after all members’ interests and given that we know an assistance scheme is a possibility, it would make sense to wait before buying the annuities, to see who will be helped and how.  It will be cheaper in the long run if pensions are paid out over time, it will be more cost-efficient for the taxpayer if assistance is needed on an ongoing basis, rather than an amount of money to pay out the replacement ‘assistance’ pensions from day one.

Annuity rates may worsen, so schemes should buy now.

Interest rates are rising, longevity forecasts have already been revised upwards and annuity rates could improve or worsen – it is not a one-way bet.  Insurance companies will be pricing in expected future demographics and will have been widening their risk margins in the last couple of years.  Since there are only two providers – and sometimes only one provider – it is impossible to argue that this market is functioning to offer good value to the consumer.  It may be, but equally, it may not be and trustees cannot be sure that they will be better off buying now.  Of course, the insurance companies will tell them that rates will worsen, to encourage purchase, but this may turn out to be wrong.  

At least buying out level pensions will secure something.

The problem is that buying out level pensions will still mean that more of the assets are used for this one group than might be necessary if the funds are run on an ongoing basis.  Until we know more about how the assistance fund will work, which schemes and members will be entitled and so on, the trustees are at risk of favouring one group unfairly over another.  Also, it would perhaps be better for the Government itself to write the annuities and pass on any profit margin to the taxpayer, rather than to the Prudential or Legal and General shareholders.

Annuities offer good value and a guaranteed income.

If annuities are such good value, why is the PPF not planning to buy them?  First of all, there are only two providers for bulk annuities, secondly index linked and deferred annuities have become extremely expensive, thirdly the providers will be building in a profit margin, fourthly the trustees will be buying annuities for some people they have not traced and who may never come to light, so this money will simply sit with the insurance companies and be wasted, when it could be used to pay higher pensions to deferred and active members.

What about the GMP?

This is one area where a real help from the DWP would be to agree to take over all the GMP and contracted out rights responsibility from existing trustees.  Putting all members back into the state scheme automatically would save enormous amounts of time and money for trustees and release significant extra assets to be used for members’ pensions.  Buying annuities for the GMP is a very complicated and expensive exercise and hugely wasteful in pension fund resources.  The small amounts, different indexation requirements and complexity of this exercise suggest to me that purchasing annuities to match this liability is a dreadful waste of money.  Annuities purchased for this purpose are very hard to justify.
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